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We firstly develop a model that contains both the long run risks and rare disaster.
Through incorporating a time-varying disaster risk, we try to explore whether smal-
l but long-run declines in expected growth and an increase in consumption volatility
have effect on justifying the equity premium. Theoretically, we show that the disaster
impact the equity premium through its moment generation function while empirically
the model is able to justify the equity premium and risk-free rate puzzles. In addition,
when focusing on the Chinese financial market, our model can also fit the equity pre-
mium puzzle, typical phenomenons of over-volatility. Further, we empirically demon-
strate that there are negative relationships between the time-varying disaster risk and
the macro economic variables, which is consistent with the basic model assumptions.
Consequently, we extend the long run risk model by incorporating the durable con-
sumption goods to explain the international financial markets. Since durable consump-
tion is persistent and predicted by the price-dividend rates, the common long-run risk in
the durable and nondurable consumption, can reconcile the lack correlation of funda-
mentals across countries while high correlation in stock markets. When conducting the
empirical simulation with US and UK data, our model performs well. After absorbing
the exchange rate into the moment conditions, the risk aversion coefficient turns out to
be less than 10 while IES is around 2, both falling into acceptable regions. In all, the
international equity premium puzzle can be throughly explained by the long run risk
model with durable and nondurable consumption goods.
Finally, we focus on the empirical analysis about the disaster risk based on Chinese
stock market. From the daily individual stock return during 1997 - 2013 in China, we
construct a time-varying tail risk measure as a proxy for the rare disaster risk. We find
empirically that (1) the tail risk measure has the significant predictability power for
one-month, half-year, one year and two year ahead moving average market returns; (2)
the tail risk measure can also explain the cross sectional return difference, the higher
tail risk loading portfolios require a higher risk premium compared to the lower tail risk
loading portfolios. Furthermore, we find that there are negative relations between tail
risk and aggregate macro variables, which further justify the tail risk as a proxy for the
disaster risk.
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